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Return on Capital pj 


The current interest in the subject of Re- 
turn on Capital is evident by the many pub- 
lished articles in recent accounting and finan- 
cial literature. In fact, the subject has been 
of such interest that a special report was made 
and published in N.A.A. Research Report No. 
35, “Return on Capital as a Guide to Man- 
agerial Decisions,” December 1, 1959. Special 
meetings have been called with this as the 
major topic, such as the N.A.A. Subject Con- 
ference in New York, October 1960, where 
the discussion dealt with “Return on Capital 
—Its Development and Uses.” 

Many other examples could be cited show- 
ing the growing importance of this subject. 
What is causing all the current interest in 
“Return on Capital’? Certainly, the concept 
itself is not new—a business is organized to 
make a profit, and to make as great a profit 
as possible with the least capital investment. 
This is true not only of a corporation but of 
an individual as well. If a person has funds 
to invest, he wants to place them where they 
will produce the greatest return on capital 
invested. Taking another view, if a business 
has alternative investment possibilities, it will 
select that investment which is expected to 
yield the highest return. Returning to the 
question of what is causing the increased. 
interest in the capital return ratio, the answer 
seems to be two-fold: 

The first and most important reason appears 
to be the increase in the number of ways the 
ratio is now being used. The second concerns 
the variety of interpretations of the meaning 
of return on capital. 

The return on capital ratio may be noted 
from two points of view with the use and 
interpretation differing in each: 

(1) From an external viewpoint: A person 
outside the firm may use the ratio to judge 
the success of the company by its ability to 
eam profits on capital investment. This is, 
perhaps, the oldest use of the ratio and the 
one that has common usage. 

(2) From an internal viewpoint: The ratio 
may be used by management to serve as a 
guide for investment decisions, to tell more 
about internal operations, and to indicate im- 
provements in internal operations. The in- 
creased internal use of the ratio appears to 
be responsible for the current interest in 
this subject. 


By: Catherine E. Miles, Ph.D. 


Chairman of Accounting Department 
Georgia State College 
Atlanta, Georgia 


General Interpretations 


Given the financial statement of a company, 
the percentage return on investment could be 
computed by dividing the net profit as shown 
on the income statement by the stockholders’ 
equity. But is this the whole story? Does 
this figure give the real return on capital in- 
vested? It does show a return on the total 
sum the stockholders have invested in the 
company, but does it show the return on 
capital? Is it correct to select the net income 
figure as shown or should some other figure, 
such as “net income before taxes,’ be used? 
Are there other items, such as depreciation, 
which should be eliminated before arriving 
at an amount which should be considered as 
the earnings for comparison with capital in- 
vested? 

After the decision has been made of the 
proper income figure to be used, the problem is 
not solved. There is the question of what cap- 
ital the earnings should be paired with to ob- 
tain the percentage figure. If earnings are used 
with the stockholders’ equity, then they are 
being compared with the total assets of the 
company less the liabilities. Is this the “capital” 
to which earnings should be related, or should 
capital be considered as total assets employed 
in the firm, or should some other concept of 
capital be used? 

N.A.A. Research Report No. 351 gives three 
concepts of capital: 

The first concept is that of capital meaning 
the total capital available and includes all 
assets entrusted to management’s control even 
though currently some may not be producing 
a return (for example, construction in prog- 
ress). 

The second concept is that of capital mean- 
ing the total capital employed. This would 
be the same as the first concept of capital 
except excess or idle assets are eliminated 
from the base figure. 

The third concept is given as capital mean- 
ing the capital employed in operations. This 
concept is a narrow view of management’s 
responsibility as still other items are omitted 
from the base figure, such as investments out- 


1N.A.A. Research Report No. 35, “Return on 
Capital as a Guide to Managerial Decisions,” 
December 1, 1959. 


side the business, current assets held to pay 
short-term creditors, and similar items. 


It is apparent from the Research Report 
and other publications that practice varies as 
to what is deemed income, or return, and 
what is considered capital invested. Much 
more is involved than just a play in semantics. 
For instance, if the statement was made, 
“The X Company has a return on capital of 
20%,” no intelligent interpretation can be 
given unless one knows the individual com- 
ponents which comprise the numerator and 
the denominator for obtaining the percent- 
age. It is also well to remember that a re- 
ported 20% return on capital from one com- 
pany may not be comparable to a reported 
20% return on another unless the same inter- 
pretation has been given for “profits” and 
for “capital” in arriving at the reported ratios. 

Delving deeper into the practices used in 
determining return on capital, it will be found 
that there are many different concepts of 
values as to the assets making up the capital 
figure even though a definite decision has 
been made on the over-all concept of the 
meaning of capital investment. Practices differ 
regarding the value to be attached to fixed 
assets. The asset may be included at: 


(1) Original cost or 
(2) Original cost less depreciation or 
(3) Replacement values. 


Valid arguments can be given for the use of 
any one of these. Other differences in practice 
relate to: 


(1) Accounts receivable—The question as 
to whether to include these at actual 
amounts or at the amount expected 


to be realized. 

Inventories—Practice differs here, but 
the weight seems to lean towards us- 
ing market value or standard cost. 


(2) 


Cash—Even cash does not escape dif- 
fering practices for there is some 
question as to whether cash should 
be adjusted for amounts held for 
major expansion and similar projects. 


(3) 


The list of differences in practice could be 
expanded, but like so many practices in ac- 
counting, the greatest stress should not be 
placed on the way something is done, but on 
an understanding of the method used and 
the ability to interpret the results intelligently. 


Procedures 


If you are contemplating buying a new 
machine for use in your plant, how would 
you decide whether to buy or keep using the 
old machine? You might estimate the life of 


the machine, compute expected annual sales 
and also annual expenses (without deduction 
for depreciation) to arrive at annual net in- 
come which that particular machine would 
bring into the company. Then by dividing 
the expected annual income into the original 
cost of the machine you would have an 
indication of how long it would take to re- 
cover the original cost. This method, called 
the “pay-back” method, has some obvious 
fallacies. A company is not only interested 
in the recovery of original cost but in earning 
interest on its capital investment at the same | 
time. Thus, some other method other than 
the “pay-back” method of computing return | 
on capital could be better used in making 
the decision of whether or not to buy the 
new machine. A method in current use and 
discussed is the “Discounted Cash Flow 
Method.”? Basically, the procedure is that 
of estimating annual net.income to be ob- 
tained from the new machine, and since this 
is income to be received in the future, of 
ascertaining the discount rate which equates 
the estimated future annual income with the 
present value outlay of capital used to buy 
the machine. The decision can then be made 
whether this rate is high enough to warrant 
purchase of the machine. 


This procedure is comparable to the 
principal of discounting a note at the bank. 
The bank discounts the maturity value of 
the note for the length of time it must hold 
it, and pays out the present value of the note. 
With reference to the discussion of determin- 
ing whether or not to buy a new machine, 
the present value would be known (original 
cost of the machine) and the future amounts 
of annual income would be estimated. The f 
interest or discount rate would not be known, f 
but once this is determined, the decision can } 
be made whether or not it would be wise‘ 
to make the investment. 


The technical procedure of using the Dis-- 
counted Cash Flow method is not too com-.} 
plicated. The only additional item required |} 
is a standard cumulative discount table. By 
use of this table, after the pay-out period! 
has been determined (original investmenttf 
divided by average profit after taxes but be-4 
fore depreciation), this figure and the esti-4 
mated life of the project figure is used tof 
lead to the discount rate in the standard#] 
cumulative discount table. More complications#} 
arise, of course, if income increases or de-§ 


*There are actually two “Discounted Cash Flows 
Methods”: (1) Present value and (2) yield on 
investment. The present value method as applied( 
to “Discounted Cash Flow” is the method pre» 
ferred and referred to in this paper. 


creases with the life of the machine, but the 
same basic procedure is used. 

The present value theory used in the 
Discounted Cash Flow method is expressed 
in the old saying, “A bird in hand is worth 
two in the bush.” That is, a dollar in hand 
today is worth more than a dollar which we 
may get two years from now. If we invest a 
dollar today, there must be the expectation 
of receiving more than a dollar at some time 
two or three years in the future. The funda- 
mental concept of present value may be shown 
by a simple definition: the present value of 
$1,000 payable three years from today is 
said to be that amount of money which must 
be invested today at compound interest in 
order to receive $1,000 three years from now. 
This will depend upon the rate of interest 
and intervals of compounding. 

This basic concept of present value may 
be used to determine whether or not you 
may wish to invest in a project even if you 
do not have a cumulative discount table 
available. If you have a project that promises 
a return of $1,000 at the end of two years 
and you are not willing to invest unless you 
can obtain at least 5 per cent return on the 
money, how much would you invest today 
in order to secure the 5 per cent return? 

If $1.00 is invested and it earns 5 per cent, 
then the total at the end of the first year 
would be $1.05. The $1.05 invested at 5 
per cent would produce $1.1025 at the end 
of the second year. Thus, the present value 
of $1,000 at 5 per cent in two years may be 
found by dividing $1,000 by $1.1025, or 
$907.03. If the proposed investment could 
be made for $907.03, or less, then the in- 
vestment would likely be made since the 
rate of return would be at least 5 per cent. 

This method may be used effectively in 
dealing with future transactions rather than 
historical data. Even if the discounted cash 
flow method has been used in determining 
whether to buy a machine, once the purchase 
has been made and an evaluation is being 
made of what has happened, the traditional 
“financial statement” method would likely be 
used and would give a different result be- 
cause of the “timing” involved. 


Internal Uses 
The “Return-on-Capital” ratio may be 
used in making managerial decisions in situ- 
ations such as the following: 
(1) Determining whether to make a part, 
or product, or to purchase it. 


(2) Determining whether to “lease” or 
“purchase.” 
(3) Indicating volume for inventory con- 


trol. 


(4) Testing the over-all budget: once the 
budget has been completed, as a test 
of the profit goal. 


(5) Checking prospective investments in 
other companies. 

(6) Pricing new products. 

(7) Measuring departmental or cost-center 
profit. 

(8) Establishing and evaluating employee 


incentive plans. 


While these are just a few of the many 
uses of the capital return ratio, and while 
each could be discussed at length, comments 
will be limited to the last two uses. 


In the suggested use of the capital return 
ratio as a departmental or cost-center profit 
measurement device, accounting has recog- 
nized the importance of maintaining cost 
records so that costs (and also sales) may 
be allocated to departments in order that 
some determination of profits per department 
may be obtained. If a company has three 
departments, A, B, and C, the records would 
be kept to report profits per department. 
However, Department A is constantly asking 
for and receiving new equipment, new furni- 
ture, air conditioning, etc. Thus even though 
profits in Dept. A may be higher than in Dept. 
B or C, there may be need for further an- 
alysis to see if Dept. A’s profits are high 
enough, considering the extra capital in- 
vested. Here departmental return-on-capital 
figures may be used effectively. If the amount 
of capital employed in each department is 
related to the profit of that department, a 
return-on-capital for each department may be 
obtained, and useful comparisons may be 
made to see which department is making the 
highest earnings with the capital invested in 
the department. This type of analysis may 
be carried beyond departments into cost 
centers, and the further the break-down goes, 
the greater the difficulty of allocating to any 
meaningful degree the capital investments. 
But at least it is a step forward in endeavor- 
ing to determine the effectiveness with which 
each cost center is using its capital invest- 
ment. 

It may be worth noting at this point that 
extreme differences may be encountered de- 
pending upon whether depreciable assets are 
used in the computations at original cost or 
cost less depreciation. Assume that two de- 
partments represent investments for depreci- 
able assets of equal amounts, but in one the 
assets were purchased in 1955 while the 
assets for the other were purchased in 1960. 
If depreciated asset values are used for com- 
puting capital employed, a different return- 
on-capital ratio would be obtained even 


though all other figures for profits and other 
capital items were the same. 

A very interesting discussion on the return- 
on-capital ratio when used as an instrument 
in employee incentive plans is presented by 
Albert J. Bows? in an article in the Atlanta 
Economic Review. Incentive pay formulas 
may be developed which take into consid- 
eration the capital requirements. When a 
company pays its employees a bonus related 
to profits, the profits are ordinarily those of 
a particular division without considering the 
capital invested in that part of the business. 
In this case, management of a division may 
not mind accumulating large inventories (or 
tie up capital excessively in some other man- 
ner) if it will aid sales or production. Under 
the usual methods of determining bonus pay- 


*Albert J. Bows, “Improving Return on Invest- 
ment in Your Business,” Atlanta Economic Re- 
view, Georgia State College of Business Adminis- 
tration, p. 14-17. 


ments, members of a division would not be 
penalized for stock piling of inventories or 
excessive use of capital. However, if the profit 
figure which is to be used for the determina- 
tion of the bonus is reduced by a charge for 
capital used in the division, then division 
managers will conceivably not ask for ad-_ 
ditional investment unless they are sure they 
can improve their return-on-capital picture 
with such investment. 


Conclusions 


In summary, the return-on-capital ratio has — 
many interpretations, methods of computation, — 
and uses. No one method is said to be the — 
correct method of computing the ratio but — 
any procedure employed should be used with — 
an understanding of its merits and weak- 
nesses. Above all, consider that the return-on- | 
capital ratio as an indicator only to be used 
with all other relevant data to give the best 
understanding possible of the situation. 


“CHOOSING ACCOUNTING PRACTICES FOR REPORTING TO 
MANAGEMENT’—SUBJECT FOR ESSAY CONTEST 


The National Association of Accountants has 
announced special recognition awards offered 
for research essays written on the _ topic 
CHOOSING ACCOUNTING PRACTICES 
FOR REPORTING TO MANAGEMENT. All 
persons interested are invited to submit papers. 

In describing the subject on which essays 
must be written, the Association’s committee 
on research planning suggests that considera- 
tion be given to the kinds of accounting data 
relevant to management’s needs and the ex- 
tent to which these data differ from or are 
like data required by other users of accounting 
reports. Essays may examine the usefulness in 
management accounting of generally accepted 
accounting principles, requirements established 
by regulatory and tax authorities, uniform in- 
dustry systems, and company standard prac- 
tices. Other questions relate to responsibility 
for deciding what management accounting 
practices should be accepted as standard. In 
this area writers may ask whether management 
accounting procedures should be prescribed 


by authoritative regulation, urged by pro-- 
nouncements made by organizations of ac-: 
countants, determined by research to find. 
which practices are most effective for a given 
purpose, or chosen at discretion of each com- 4 
pany’s management. 

Essays will be reviewed by the NAA com- 4 
mittee on research planning and that commit- 4 
tee will select a maximum of three papers 
which, in the opinion of the committee, merit if 
special recognition. Authors of these papers 
will receive distinctive certificates and _ their 
papers, together with other meritorious essays, J 
will be published. Essays must be received by; 
May 1, 1962 at NAA National Headquarters,, 
505 Park Avenue, New York 22, N. Y. 

Objectives of the awards are to stimulate: 
original thinking and to improve the under- 
standing of management accounting. Casey} 
studies will not qualify for awards, although! 
evidence from current practice may be used 
to support conclusions drawn. . 


Accountants’ Legal Responsibility— 
What Has Been Accomplished 


Legal Responsibility 


The most important basis of the account- 
ants legal responsibility is the contractual 
relationship that exists between the account- 
ant and his client. From this relationship 
arises the accountant’s duty to perform the 
services agreed upon and to perform these 
services with ordinary competence and care. 
The accountant’s responsibility to exercise 
ordinary competence and care extends to 
specific third parties. As to remote third 
parties the accountant owes the duty of 
exercising slight competence and care. How- 
ever, when the accountant’s services come 
within the scope of the Securities Act of 
1933 and the Securities Exchange Act of 
1934, he owes a duty to remote third parties 
of exercising ordinary competence and care. 
In rendering services to all parties—clients, 
specific third parties, and remote third parties 
—the accountant has a duty not to commit 


fraud. 


Ordinary competence and care vary in that 
what might be considered ordinary in one 
case might be considered less than ordinary 
in another case. Therefore, what constitutes 
ordinary competence and care will vary with 
the circumstances and localities. In all cases, 
however, the requisite degree of competence 
and care will be determined by the average 
of the public accounting profession under 
similar conditions. When professional stand- 
ards are available, the standards serve as 
the level of competence and care deemed 
average by the profession. 


Professional Accounting Services 


The accountant’s legal responsibility has 
been at issue in the field of auditing and has 
been argued and discussed to a considerable 
extent in various court cases' and account- 
ing publications. Over the years, however, 
the scope of the services of the certified 
public accountant has grown beyond the 
function of auditing into the areas of tax, 
technical, and management advisory services. 
Tax services involve the preparation and re- 
view of tax returns, representation of tax- 
payers before tax officials, and tax planning. 
Technical services consist of routine book- 
keeping, preparation of unaudited financial 


“I 


By: Betty Cox DeVerter. MBA 
Houston, Texas 


statements, and preparation of various statisti- 
cal and governmental reports. Management 
advisory services include systems installation, 
establishment of budgetary controls, arbitration 
in commercial disputes, and financial advice. 
The accountant’s legal responsibility has not 
been examined as thoroughly in these newer 
areas of professional public accounting services 
as there are only a few court cases? and 
little or no published discussions. 


What Has Been Done 


Two of the steps taken by the public ac- 
counting profession to cope with its members’ 
legal responsibility are the adoption of gener- 
ally accepted auditing standards and the 
acquisition of professional liability insurance 
coverage. These might be termed preventive 
and protective measures, respectively. Only 
by the establishment of professional stand- 
ards can the profession hope to prevent 
liability occurring from acts of its members. 
Legal responsibility will still exist, but legal 
liability may be prevented. In the absence 
of professional standards there is no uniform 
measure of competence and care upon which 
members can rely and which the public can 
expect. In the areas of tax, technical, and 
management advisory services, for which 
there are no uniform standards, the account- 
ant may have difficulty in preventing liability 
and therefore must protect himself in the 
event of liability. 

Present professional liability insurance pol- 
icies will insure accountants against breach 
of contract, negligence, constructive fraud, and 
civil libel and slander.? The insurance com- 
panies will defend the accountant in suits 
alleging the above charges even though the 
charge is groundless. Even in the field of 
auditing, where there are uniform § standards 
to use as a guide in performing services, 
the accountant may incur liability for small 
errors regardless of his competence and the 
degree of care he exercised, and in the non- 
auditing fields the accountant faces a greater 
risk of liability. Professional liability insurance 
coverage is therefore as excellent protective 
measure available to the accountant for all 
of his professional accounting services. In- 
surance should not, however, be allowed to 
displace the importance of maintaining the 


Officers and Chairmen for ASWA 


A meeting of the Board of Directors of the American Society of Women Accountants was held in conjunction 
with the joint annual meeting in Milwaukee. Officers and committee chairmen participating were: (seated) E. Virginia 
Barnett, junior past president; Phyllis Peters, secretary; Anne D. Snodgrass, president; Erma Sembach and Pearl 
Isham, first and second vice presidents; Leatrice Harpster, treasurer; (standing) Nellie V. Joling, publicity; Mary Louise : 
Miller, auditor; Madeline A. Cassi, award; Margaret Bailey, public relations; Irene V. Chapel, coast-to-coast editor, . 
ASWA Coordinator; Anna M. Jackey, membership; and Bernadine Meyer, education. Other committee chairmen in 


attendance were: Helen V. Kennard, editor ASWA Coordinator; Shirley T. Moore, legislation; and Ruth Reynolds, a 


program. 


highest level of competence and care. Although 
the insurance coverage can save the account- 
ant direct monetary damage, it cannot protect 
his reputation. 


Adequacy 


The question would appear to be whether 
or not the professional standards established 
by the public accounting profession and pro- 
fessional liability insurance coverage are 
adequate means by which accountants can 
cope with their legal responsibility. Since 
the establishment of professional standards 
and the adoption of professional liability in- 
surance coverage, the number of court cases 
involving accountants’ liability in the field of 
auditing is negligible. Even the number of 
insurance claims involving accountants’ li- 
ability for auditing services is negligible, 
which may be the result of the establishment 
of generally accepted auditing standards. 


These two facts would indicate that generally } 


accepted auditing standards have accomplished 
their purpose, and that the accountant’s li- 
ability in the area of auditing has been sub- 
stantially prevented. 


competence and care in the nonauditing 


areas. Recent court cases involve questions 4 
of accountants’ liability in the areas of tax: 


and technical services. In response to a 


questionnaire three insurance companies re-4 


ported a total of 113 claims. The replies dis- 
closed a startling number of tax claims and] 
a significantly large number of claims  in- 
volving technical accounting services. These: 
facts indicate that the accountant’s liability, 
is being protected but not prevented. More: 
important is the fact that the accountant’s: 
legal responsibility to exercise competence and. 
due care exists in all professional accounting: 
services. Apparently what is happening i 
that history is repeating itself: 
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Committee Chairmen 


At the joint annual meeting of the American Woman's Society of Certified Public Accountants and the American 
ociety of Women Accountants, held in Milwaukee, October 25-28, the Board of Directors of AWSCPA he!d a reg- 
larly scheduled meeting. Those who participated are shown above: (seated) Marguerite Baumann, secretary; Grace 
. Highfield, second vice president; Winifred D. Owens, president; Mary F. Hall, first vice president; (standing) Lucille 
reston, director and membership chairman; Loretta Culham, legislation chairman; Margaret E. Lauer, treasurer; Doris 
arks, award chairman; and Doris Michalske, editor AWSCPA News. Gertrude Hindelang, junior past president was 
Iso present. Other directors include: Margaret Conley, Margaret Gnirk, and Pearl Scherer. 


CLAIMS DISTRIBUTED BY 
PROFESSIONAL ACCOUNTING 


SERVICES 
ervices No. of Claims 
\uditing UB 
ax 79 
echnical 21 
Management Advisory 2 
Total Claims 113 


At first the accountant performed auditing 
ervices; his legal responsibility for auditing 
ervices was established; the public accounting 
yrofession realized that something should be 
lone; generally accepted auditing standards 
vere established; professional liability insur- 
nce was developed to take care of the ele- 
nent of human error and errors in judgment. 
Jow the accountant performs other services; 


his legal responsibility is being established in 
these new areas; professional liability insur- 
ance is the sole means of protection, aside 
from the individual accountant’s judgment 
and conscience. 


What Can Be Done 


An obvious recommendation would be that 
uniform standards be established for each of 
the areas of tax, technical, and management 
advisory services before more damage is 
done to accountants in these fields. However, 
such a step would be impractical and un- 
necessary for several reasons: 

1. The errors committed by accountants in 
cases involving nonauditing services were 
due to carelessness. In cases involving tax 
services accountants failed to file various tax 
returns on time or failed to properly super- 
vise the work of their assistants. Had the 
accountants exercised due professional care, as 


set out in generally accepted auditing stand- 
ards, by being aware of filing dates and 
supervising the work of their assistants, li- 
ability could have been avoided. It would 
appear unnecessary to set up standards that 
repeat generally accepted auditing standards. 


2. The errors committed by accountants 
in the seventy-nine tax claims were due to 
carelessness in failing to file various tax re- 
turns on time, mathematical errors, and fail- 
ure to understand and follow the various tax 
laws. Again, had the accountants exercised 
due professional care and had they possessed 
adequate competence in knowing and under- 
standing the tax laws, liability could have 
been avoided. Thus, it would appear un- 
necessary to repeat generally accepted audit- 
ing standards in establishing uniform stand- 
ards for tax services. 

3. Errors committed in the twenty-one 
technical services claims were due to care- 
lessness in failing to supervise properly the 
work of assistants, failing to file statistical 
reports on time, and failing to use correct 
accounting terminology. These errors could 
also have been avoided had the accountants 
followed generally accepted auditing stand- 
ards by exercising due professional care and 
properly supervising the work of their as- 
-sistants. 

4. As yet there are no true claims concern- 
ing management advisory services, although 
there will probably be claims in the future 
‘with the increasing demand for the installa- 
tion of accounting systems and_ budgetary 
controls. 


Perhaps the wisest step that could be 
taken by the public accounting profession 
to help minimize accountants’ liability in non- 
auditing services would be the issuance of 
statements in the form of memoranda urging 
accountants to observe the following provisions 
of generally accepted auditing standards 
~when rendering nonauditing services: 


1. The accountant should undertake to 
perform professional accounting services only 
if he possesses expert knowledge and training 
in the area of these services. 


2. The accountant should exercise due 
professional care in the performance of all 
professional accounting services, Proper super- 
vision of the work of assistants in the per- 
formance of all professional accounting serv- 
ices is mandatory. 


These statements would serve as reminders 
to accountants that all services they perform 


are professional in nature and should be 
performed with utmost care and competence. 
If the accountant professes to be an expert 
in any particular area of accounting services, 
he should be expertly qualified to perform 
that service for the public. 

It is concluded that the greatest weak- 
ness in the nonauditing services is perhaps 
the unawareness of accountants that their: 


legal responsibility extends to these areas. So: 
much stress has been placed on auditing: 
services in the past that these new services, 
have not received the proper professional | 
recognition. It is therefore recommended thatt 


perfection should be the unending goal of 
professional public accountants in rendering: 
all professional accounting services. In striving. 
to reach this goal accountants will be able: 
to avoid damaging litigation and at the same. 
time strengthen public confidence in the 
public accounting profession. 


‘National Surety Corporation v. Lybrand, 2566 
App. Div. 266, 9 N. Y. Supp. 2d 554 (1st Dept.: 
1939); Smith v. London Assurance Corporation,, 
109 App. Div. 882, 96 N. Y. Supp. 820 (2d Dept.: 
1905); Dantzler Lumber & Export Company vy.' 
Columbia Casualty Company, 115 Fla. 541, 1566 
So. 116 (1934); Board of County Commissioners: 
of Allen County v. Baker, 152 Kan. 164, 102 Pace. 
2d 1006 (1940); Cereal Byproducts Company v.4 
Hall, 182 N.E. 2d 27 (1956); Craig v. Anyonh 
942 N. Y. 569, 152 N.E. 431 (1926); O'Neill v 
Atlas Automobile Finance Corporation, 139 Pa 
Super. 346, 11 Atl. 2d 782 (1940); City of Easti 
Grand Forks vy. Steele, 121 Minn. 296, 141 N.W. 
181 (1913); Maryland Casualty Company vi 
Jonathan Cook, 35 F. Supp. 160 (Michigans 
1940); American Indemnity Company y. Ernst 
& Ernst, 106 S.W. 2d 763; Fidelity & Deposix 
Company v. Atherton, 47 N. M. 443, 144 Pac: 
2d 157 (1943); O’Connor v. Ludlam, 92 F. 2c 
50 (2d Cir. 1987); Shonts v. Hirliman, 28 F' 


441 (1932); Flagg v. Seng, 16 Cal. App. 2d 5454 
60 Pac. 2d 1004 (1936); Beardsley v. Ernst, 47} 
Ohio App. 241, 191 N.E. 808 (1934); CIT Fi 
nance Corporation v. Glover, 224 F. 2d 4a 
(1955); State Street Trust Company v. Ernstil 
278 N. Y. 104, 15 N.E. 2d 416 (1938); Gramme@ 
v. Ernst & Ernst, 245 Minn. 249, 72 N.W. 2d@ 
364; Duro Sportswear, Inc. v. Cogen, 137 N. 

2d 829. 

*L. B. Laboratories, Inc. v. Mitchell, 39 Callll 
2d 56, 244 Pac. 2d 385 (1952); Hagan vy. Flesher 
Superior Court, Los Angeles County #606515) 
(March, 1954); Rassieur v. Charles, 188 S.W. 2c 
817; Cafritz v. Corporation Audit Company, 66 
F. Supp. 627. / 

*Some insurance companies offering professionad) 
liability insurance coverage to public accountant) 
are as follows: American Surety Company off 
New York, Continental Casualty Company, In 
demnity Insurance Company of North America; 
and St. Paul Mercury Insurance Company. 


The Accounting Profession: Future 


As with any discussion of the future, there 
3 a great deal that is completely unknown, 
r at best hazy, and it would be a waste of 
ime to dwell on idle speculation. So let us 
onsider what are almost certain to be the 
hallenges of the future. There are at least 
wo major areas in which there will be chal- 
snges, (1) the accounting function and (2) 
rofessional development. 


The American Institute of Certified Public 
.eccountants adopted in 1958 as one of the 
mg-range objectives of the accounting pro- 
ession, the following: “It is an objective of 
he Institute to encourage co-operation and 
onsultation among national organizations of 
ecountants to the end that the entire account- 
ag function may make its greatest contribution 
9 public welfare.”! Perhaps this term “account- 
1g function” should be defined. Herman W. 
evis, a member of the Institute committee 
yhich prepared the report on long-range objec- 
ives, in his article “The Accounting Function 
1 Economic Progress” defines the accounting 
unction as dealing “with the measurement and 
ommunication of economic data.”? Let us con- 
ider then how this measurement and communi- 
ation will present challenges to the profession, 
a the specific areas of systems, principles, 
nd reports. 

As for systems, the coming trend is toward 
dvanced machine accounting. Already in- 
ustry has installed systems which are able 
9 store and process material with super-human 
peed. Manufacturers are reducing the cost 
f acquiring and operating machines, as well 
s improving their efficiency through increased 
yput-output speeds. As machines become more 
ractical and suitable for more businesses, we 
an expect an increase in the number of ma- 
hines installed. Management will call upon 
1e accountant to assist in selecting and install- 
ig machines and to adapt the machines to the 
articular requirements of each business. In 
rder to meet these demands, accountants will 
eed to have extensive knowledge of machines 
nd how they can be expected to operate. 
Videspread use of machine accounting will 
ave an impact on auditing techniques result- 
1g in their revision and adaptation to the 
ew systems. In future years, then, accountants 
ill have to meet the challenges brought about 
y these new systems. 


Journal of Accountancy, May, 1959, Pg. 71 
7Journal of Accountancy, August, 1958, Pg. 28 
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By: Patricia Ann Avera, C.P.A. 
Atlanta Chapter ASWA 


Another segment of the accounting function, 
principles of accounting, will also need study 
and possible revision in the future. In his 
article “Challenges to the Accounting Pro- 
fession in the United States,” Carman G. 
Blough, for many years Director of Research 
of the American Institute of Certified Public 
Accountants, mentions criticisms of the profes- 
sion by “corporate officials, teachers of ac- 
counting, public-regulatory bodies, taxing 
authorities,”* and others, and makes this state- 
ment, “One of the concerns often voiced is 
that lack of general agreement on accounting 
principles and their applicability to particular 
situations destroys comparability among com- 
panies,’* and further that “One of the most 
serious reasons for urging greater uniformity 
in the application of principles is that the 
very possibility of wide variations in practice 
destroys confidence in the reliability of 
financial statements.”° Some of the areas of 
criticism include reporting price-level changes, 
timing income realization, undervaluing of 
assets and many others. The ideal solution to 
these criticisms seems to be a greater uniformity 
in application of principles without destroying 
the opportunity for discretion on the part of 
the accountant in choosing a particular prin- 
ciple, which in a given situation may be most 
acceptable. This is very difficult to achieve, 
but could perhaps be solved by placing the 
responsibility on the individual accountant for 
justifying his deviation from uniform applica- 
tion in a particular situation where he uses his 
discretion. Regardless of the solution to be 
reached by the profession, here in accounting 
principles is another area of challenge to 
future accountants. 

The end result in the accounting function, 
that is, the financial statement, also will require 
the attention of future accountants. State- 
ments, whether prepared by company account- 
ants or public accountants in an audit report, 
have several obvious areas of weakness. C. 
W. Bastable, in his article “Tomorrow's Ac- 
counting?”® mentions “asset classification” and 
“measurement of current assets” as possible 
areas of improvement. He suggests an alterna- 
tive to classifying assets as “current, fixed, 
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and other” to perhaps “committed assets” and 
“those which are not committed.” This would 
eliminate the classifying of assets such as in- 
ventory and prepaid expenses along with cur- 
rent assets, and would remove a portion of 
the dissimilarity now present in current asset 
measurement. At present, current assets are 
measured with dollars of prior years as well as 
present year dollars. Also, current assets are 
measured extremely conservatively by antici- 
pating all losses but anticipating no gains, 
such as use of cost or market, whichever is 
lower, for inventory valuation, but never using 
cost or market, whichever is higher, for assets 
such as marketable securities. This is perhaps 
inconsistent with reality. If financial state- 
ments are to provide any real use to their 
readers, accountants of the future must rid 
them of some cf the ultra-conservatism and 
inconsistency that force present statements 
to be somewhat unrealistic. 

Let us turn now to the other basic area of 
challenge, that of professional development. 
This is an all-inclusive term used here to refer 
to development as a profession, development of 
individuals of the profession, and growth of 
the profession. 

As a fairly young profession, accounting 
has yet a distance to go to achieve the stature 
and public acceptance enjoyed by other pro- 
fessions. The development of accountants 
from technicians to professionals has been an 
arduous process, and will be fully achieved 
only when the profession demands of itself 
truly professional standards. This can be com- 
pletely realized only through more stringent 
legislation on licensing practitioners, and more 
advanced education requirements of prospec- 
tive accountants. Representative members of 
the profession have for several years reiterated 
the importance of graduate study for account- 
ants and on April 22, 1959, the Council of 
the American Institute of Certified Public Ac- 
countants adopted, among others, the follow- 
ing recommendations: “That a baccalaureate 
degree be made a requirement for the CPA 
certificate” and “That postgraduate education 
for careers in public accounting is desirable 
and that as soon as it is feasible postgraduate 
study devoted principally to accountancy and 
business administration become a requirement 
for the CPA certificate.”* As a result of this, 
it appears that those who aspire to become 
CPA’s in future years must meet more strenu- 
ous education requirements. 

Not only is the question of pre-certificate 
education a problem of the immediate future, 
but also, the need for the continuing education 
of those who have already achieved profes- 
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sional status. Louis H. Penney, Past President 
of the American Institute of CPA’s makes this 
statement, “A substantial portion of the prac- 
ticing certified public accountants must seek. 
the increasing competence attainable only 
through participation in continuing education, , 
else the CPA’s claim to professional status ; 
will never be fully recognized.”* You will note : 
that Mr. Penney uses the word “competence” | 
which is one of the standards of the profession 
on which accountants have long prided them-. 
selves. Most accountants today feel that they 
are competent, but there is some doubt as to 
how long they will remain professionally’ 
competent without some continuing education. : 

In addition to attaining and/or retaining: 
true professional competence, accountants in| 
the future will need to have a broader knowl- 
edge of industry in order to be able to serve 
management in an increasingly important ad-. 
visory capacity. John W. Queenan in his paper 
entitled “Opportunities and Challenges Facing 
the Profession” makes this statement, “With 
new fields of knowledge to master, the ac- 
counting profession is continuously called on 
to improve the competence of its members— 
to do better, today and in the future, thed 
things we now profess to be able to do well;| 
to attain a degree of skill in new areas com-; 
patible with existing areas of expertness.”® 


These demands for more competence and: 
more general knowledge of industry can bet 
met through continuing education. Studyy 
courses on new areas and interests to account-] 
ants as well as seminars, conferences, andi 
other serious study will be possible methods} 
of continuing education. If the accountant feels} 
that he is too busy to do any of these things. 
he should spend at least an hour or two a weekl] 
on technical reading, else he will find himsel/) 
lagging behind professionally. 

The last and perhaps most important aread 
of professional development is in physical 
growth. A larger number of accountants will] 
be needed in the future than ever before. We: 
as accountants, are challenged to devised 
methods of attracting larger numbers ob} 
qualified persons into the field of accounting# 
We can do this by active support of account: | 
ing schools in a variety of ways, such as 
granting scholarships to deserving students: 
inviting classes to visit industry to observell 
systems in operation, or supplying visiting 
lecturers of outstanding ability. Also, we should 


(Continued on page 14) 
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Tips for Busy Readers 


S. MADONNA KABBES, C.P.A. 


-EPLACEMENT VALUES IN PRACTICE— 
THE EXAMPLE OF AUSTRIA, by Felix 
P. Kollaritsch. N.A.A. Bulletin, August, 
1961, Section I—Vol. XLII—#12, P. 35-46. 


The extreme inflation existing in Austria 
ollowing World War II made necessary the 
ntroduction of many tax relief measures. 
‘hese regulations attempted to eliminate from 
he accounting records those “phantom prof- 
ts’ due entirely to such inflationary price 
onditions. However, great confusion existed 
yecause of the many rules, laws, etc. which 
ad to be observed in the preparation of tax 
eturns. In an attempt to eliminate such con- 
usion a complete revaluation for tax purposes 
vas requested. 

By 1954 the currency and economic condi- 
ions were considered sufficiently stabilized to 
nake such a revaluation of balance sheet items 
eem plausible. The Austrian federal law 
No. 190/1954 passed that year permitted 
he revaluation of practically all balance sheet 
tems, and resulted in accounting records 
vhich were usable by management, creditors, 
md others without the cumbersome adjust- 
nents formerly necessary. 

The Revaluation Law, permitted all com- 
yanies to revalue balance sheet items (with a 
ew exceptions) without incurring additional 
axes. In most cases the law allowed a maxi- 
num value of the replacement value of the 
isset at the time it was being revalued. An 
xception was made for land and _ buildings 
vhich had to be valued at current sales 
values. Fixed assets purchased during 1953 
ind 1954 and intangible assets, regardless 
f the date of purchase could be revalued. 

The law also provided liabilities might be 
evalued by showing them on the books at the 
mount needed to cover them. Since previous 
o 1954 it was not uncommon to correlate 
iabilities arising in credit contracts with the 
rice of sugar, tobacco or some other staple 
commodity, the need for this provision be- 
‘comes evident. 

The disposition of the revaluation surplus, 
vhich resulted from recognizing the above 
thanges in values, varied with the type of 
yusiness organization. While in single pro- 
wietorships and partnerships such amounts 
vere credited to the capital accounts of the 
ywners, in a corporation the proportional 
nterests of the various classes of stockholders 
1ad to be maintained. Usually the plan of 
ipportionment had to be submitted to a vote 
f the stockholders. Any amounts credited to 
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free surplus could not change the ratio of all 
other equity accounts to free surplus, nor 
could the ratio of legally restricted surplus 
to free surplus be altered. 

In his consideration of the practical appli- 
cation and effects of the law, the author feels 
one condition which contributed to its success, 
was the requirement that a professional, li- 
censed appraiser be required to determine 
the replacement values. After Internal Rev- 
enue Service had approved such values they 
became the cost basis for any future ac- 
counting or tax purposes. 

Recognition by businessmen that they would 
have to continue to show profits, and distribute 
part of them to stockholders, seemed to serve 
as a safety valve and prevent fraudulent 
overvaluation of assets. 

The over-all conclusions drawn by _ the 
author indicate the results obtained were 
considered highly beneficial by owner, man- 
ager, or accountant, as well as by the govern- 
ment. 


ACCOUNTING EDUCATION FOR THE 
1980’s, by C. Leland Bach. Journal of 
Accountancy, September, 1961—Vol. 112— 
#3. p. DO-DA. 


Independent problem-solving ability is con- 
sidered by the author (a business school 
dean) as the most fundamental requirement 
in the skills of a professional man. Recog- 
nizing that the problems to be faced in the 
80’s will be very different from those of 
today, he urges universities to strive to de- 
velop “flexibility of mind, receptivity to new 
ideas, habitual skills in learning for one’s 
self, and like mental characteristics” in the 
accounting students being trained today. Such 
qualities should make the present student 
better equipped to meet the changing condi- 
tions which are sure to occur, before he is 
well launched in his career. 

Dean Bach predicts changes may be ex- 
pected in the following areas— 

(1) Management will become more an- 
alytical and will gather specific data as a 
basis for decisions, rather than relying so 
heavily on judgment. 

(2) Management will tend to become a 
separate professional job and be concerned 
not only with the making of decisions, but 
also the plans by which they may be carried 
out. 

(3) The businessman will become _ in- 
creasingly responsible to the public; he will 


continue to strive for profits, but within a 
framework that is set by society. 

The shortcomings of business education, 
as pointed out in some of the recent reports, 
have created somewhat of a revolution in 
the field. Leading schools of business are now 
emphasizing the collection of quantitative 
data in the fields of accounting and statistics, 
the analytical tools of economics, and the 
modern tools of mathematics, all aiming to 
help students develop problem-solving abili- 
ties. 

In accounting education, those students 
seeking careers in management should be 
trained in the statistical approach to data 
collection and analysis, and how to use such 
data in making business decisions. 

For accounting students looking forward 
to careers in industrial, rather than public 
accounting, the emphasis should be much 
the same as for those in the management 
group. If industrial accountants do not under- 
stand the problems management faces, they 
will not be valuable members on the manage- 
ment team. 

Perhaps the greatest changes will occur in 
the accounting education for the future CPAs. 
The role of the public accounting firm seems 
to be shifting from the auditing function, 
and is becoming increasingly involved with 
internal control and management services. 
This will mean less emphasis on_ technical 
courses, and more on those of the general 
business and managerial type. In order to 
give the proper training in all these areas, 
some schools have already adopted a five-year 
curriculum. 


MILEAGE 


Getting more mileage out of their available 
cash has been a matter of prime concern 
to many U.S. businesses. As a result, says 
the National Industrial Conference Board, 
many companies are sharpening their cash 
forecasts, tightening control over the sources 
and application of funds, and investing their 
surpluses more astutely than in the past. 

The Conference Board reports many com- 
panies have realized “appreciable returns” 
from investing their surplus cash. Over 80 
per cent of the more than 180 companies 
queried on this point said they regularly in- 
vest cash surpluses, most frequently in govern- 
ment securities. 

—Nation’s Business 
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(Continued from page 12) 


make known to students, even on the high 
school level, the advantages of a career in 
accounting. Most high school students are 
not at all familiar with accounting, and do not) 
even consider it as a possible career until) 
they stumble across it in college; and they; 
probably would not even do that if account-; 
ing were not required for a degree in business; 
administration. Perhaps accounting could be} 
written into aptitude tests to advise students; 
at an earlier age if they do show a particular) 
talent for accounting. | 

The importance of physical growth of the 
profession cannot be underestimated. It is; 
perhaps the greatest challenge we face today, 
primarily because little has been said or done\ 
about it to date, and few realize that naturalh 
growth will not be adequate for future needs.; 

Many challenges have been presented to( 
you here for the profession to face in the¢ 
future, and there are many more. It is true 
that the leaders of the profession, those withll 
considerable experience and talent, will have? 
to face most of them. But there is much eachl 
individual can do. The important thing is fon 
all members of the profession to remain alert 
and to help themselves and their professions 
keep pace with the changing times of the/ 
future, 
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LEISURE ACTIVITIES 


Consumers are spending one third of theini 
discretionary income—or 12% of their tota4 
income—on leisure activities. So the market for} 
goods and services connected with recreatior } 
has doubled in the past ten years. 

Forms of recreation involving active pari} 
ticipation and the development of knowledge} 
or skill are more popular. People spend rela: 
tively less time as spectators. 

So Americans, while devoting more time ana! 
money to leisure, are broadening and deepen} 
ing their interests. For them leisure is nod 
idleness. Rather, increasing attention is paid 
to Benjamin Franklin’s adage: “Do noc 
squander time, for that is the stuff life ij 
made of.” 


OFFICE STATUS SYMBOL 


For a mere $7.50 you can buy a sterlinsjf 
silver scotch tape dispenser. Your monogram 
on it is only $1 extra! 


MARION E. DAVIS 


BUSINESS IN PERSPECTIVE 


An important tool that we all know about 
ut too often ignore in the preparation of 
nancial statements is the use of industry- 
fide statistics for comparative purposes. 

These statistics may have been developed 
y the Department of Commerce or other 
Overnment agency or by trade associations. 
Vhatever the source, a profit and loss state- 
1ent presented to management in dollars and 
ercentages and with a comparison to the 
idustry average percentages gives a picture 
f the business in perspective. 

How do you decide whether or not a piece 
f string is long if you have no basis for 
omparison? 

The value of the percentage comparisons 
es in their simple and direct picture of 
roportion. Percentage comparisons eliminate 
he confusing factors of size differences from 
ompany to company. The impressions gained 
rom the study of the percentage statements 
aust, of course, be supplemented by reference 
9 the underlying dollar amounts to determine 
auses for unfavorable variances and_ steps 
9 be taken to remedy them. 


THINGS TO COME IN THE 
NOT-TOO-DISTANT FUTURE 


A vending machine that will hold 130 
lifferent items and make change up to twenty 
ollars! 


A standard 36-hour week! 


Constant expansion by industry to serve 
onstantly expanding markets! 


Population exceeding 213 million, 33 mil- 
ion more than at present! 


Undreamed of necessities and _ luxuries 
oming in an increasing stream from our 
aboratories, the result of research dollars. 
Aany of these things have not been invented 
et! 


POINTS TO PONDER FROM 
PREVIOUS ISSUES 


“Most accountants, whether practitioners or 
educators, agree that there are weaknesses in 
the existing methodology, but when new sug-: 
gestions or ideas appear, instead of encouraging 
them or at least objectively analyzing them,, 
deny their right of existence with the mere: 
argument that they could not overcome the 
weaknesses of the present practice or that they 
have their own different weaknesses.” 

—June, 1960: 


“Accounting is the language of business, and 
accounting records tell the story of business. 
For communication between the accountant 
and management there must be mutual under- 
standing. What the accountant means to say 
and what management understands him to 
have said must be the same thing.” 

—April, 1959: 


“The media of graphical or pictorial pres- 
entation—such as the line chart, bar chart, 
pie or circle chart, and the map chart—can 
stimulate reader interest, highlight significant 
facts and contribute to the clarity of reports. 
Graphs and pictorial presentation are worthy 
of more consideration by accountants.” 

—April, 1959 


“It has been stated that an accounting 
system begins to deteriorate the day it is in- 
stalled, for few business remain static.” 

—June, 1959 


“A good report for management is not 
written after the field audit work is done. It 
is being developed during the entire course 
of the audit.” 

—April, 1959 


“The phenomenal growth of profit-sharing 
and pension plans in the past 20 years brought 
about the condition in which 80 to 90 million 
people are depending—in part, at least—on the 
benefits which these plans will provide.” April, 
1961. 


How To 
Prepare For The 


offers an intensive CPA 
Coaching Course which has produced out- 
standing results. It is available only to 
competent accountants qualified through 
training and experience to prepare for the 
CPA examination. No attempt is made to 
teach general accounting; the entire course 


is pointed directly at the CPA examination. 


HE need for special coaching has 
been well established by innumerable 
experienced accountants who have floun- 
dered in the examination room. They 
knew how to make audits but they didn’t 
know 
(1) how to analyze problems for the pur- 
pose of deciding quickly the exact require- 
ments. 
(2) how to solve problems quickly, 


(3) how to construct definitions accept- 
able to the examiners, or 


(4) how to decide quickly on proper ter- 
minology. 


The IAS-CPA Coaching Course has 
been designed for busy accountants. The 


CPA Examination 


home-study method of tutoring is ideally 
suited to CPA examination preparation. 
Maximum use can be made of every avail- 
able hour. 


The text material consists of 20 sub- 
stantial loose-leaf assignments totaling 
more than 800 pages. It includes hundreds 
of CPA examination problems and ques- 
tions, with solutions supplemented by 
elaborate explanations and comments, 
working sheets, side calculations, and dis- 
cussions of authoritative opinions. 


Written examinations at the end of each 
assignment require solutions to problems 
of CPA examination calibre. These. are 
sent to the school where the grading, 
including personal comments and sug- 
gestions, is done by members of the IAS 
Faculty, all of whom are CPAs. Supple- 
mentary review material is furnished to 
those who want to “brush up” on specific 
accounting subjects, at no additional cost. 


The IAS booklet, “How to Prepare for 
the CPA Examination” is available free 
upon request. Address your card or letter 
to the Secretary, IAS... 


INTERNATIONAL ACCOUNTANTS SOCIETY, INC. 


A CORRESPONDENCE SCHOOL SINCE 1903 
209 WEST JACKSON BOULEVARD « CHICAGO 6, ILLINOIS 


HAS IS AN ACCREDITED SCHOOL, ACCREDITED BY THE ACCREDITING COMMISSION OF THE NATIONAL HOME STUDY COUNCI 


a 


